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To the President of the Senate and the 
/ _I Speaker of the House of Representatives 
. _ 

This report summarizes the results of our examination 
of the financial statements of the National Flood Insurance 
Program, Federal Insurance Administration, Department of 7-Z 
Housing and Urban Development, for the fiscal year ended 
June 30, 1974, and other information about the program's 
operation and financial condition. 

'We made our examination pursuant to the Government 
Corporation Control Act (31 U.S.C. 841). 

We are sending copies of this report to the Director, 
Office of Management and Budget; the Secretaries of the 
Treasury and of Housing and Urban Development; and the 
Administrator, Federal Insurance Administration. 

of the United States 
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DIGEST -w---- 

THE NATIONAL FLOOD INSURANCE PROGRAM 

The National Flood Insurance Program is a two- 
part operation. 

i 1. The Federal Insurance Administration, a corn- -‘; 
ponent of the Department of Housing and Ur- 
ban Development, 

--sets policy, 

--establishes premium rates, 

--designates areas eligible for insurance, 
and 

--reinsures, for a fee, the insurers that 
sell flood insurance. (See chs. 1 and 
2-J 

2. The National Flood Insurers Association, a 
pool of 120 private insurance companies 
participating in the program under an agree- 
ment with the Secretary of Housing and Urban 
Development, conducts day-to-day insurance 
activities, such as selling insurance, col- 
lecting premiums, and settling claims. (See 
ch. 3.) 

OPINION ON FINANCIAL STATEMENTS 

Federal Insurance Administration 

In GAO's opinion, the accompanying financial 
statements (schs. 1 through 3) present fairly the 
Federal Insurance Administration's financial po- 
sition pertaining to its activities in the Na- 
tional Flood Insurance Program at June 30, 1974 
and 1973, and the results of its operations and 
the source and application of its funds (changes 
in its financial position) for the fiscal years 
then ended, in conformity with principles and 
standards of accounting prescribed by the Comp- 
troller General of the United States. (See p. 13.) 

Tear Sheet. Upon removal, the repot t i RED-75-395 
cover date should be noted hereon. 



National Flood Insurers Association 

In GAO’s opinion, the financial statements of 
the National Flood Insurers Association (apps. 
II through IV), subject to the final determina- 
tion of the liability for Federal income taxes 
referred to in note 4, appendix V (see p. 27), 
present fairly the financial position of the 
Association at June 30, 1974, and the results 
of its operations and changes in Einancial po- 
sition for the fiscal year then ended, in con- 
formity with accounting practices prescribed 
or permitted for insurance companies by State 
or regulatory authorities applied on a consist- 
ent basis except for the restatements, with 
which GAO concurs, covering fiscal year 1973 
financial statements and the nonrecognition of 
any liability for Federal income taxes, as de- 
scrioed in notes 3 and 4, appendix V (see pp. 
26 and 2’7) e 
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CHAPTER 1 

INTRODUCTION 

The National Flood Insurance Program was established 
under authority of the National Flood Insurance Act of 1968 
(42 U.S.C. 4011). The act included a provision subjecting 
the program to the requirement of the Government Corporation 
Control Act and thus made mandatory an annual audit by the 
Comptroller General. Effective July 1, 1974, the annual 
audit requirement in the Government Corporation Control Act 
was amended by Public Law 93-604, approved January 2, 1975, 
and the annual audit requirement was changed to require that 
an audit be made at least once in every 3 years., 

The 1968 act authorized the Secretary of Housing and 
Urban Development to establish and carry out a national flood 
insurance program and to encourage and assist insurance com- 
panies and other insurers to join together in a pool to pro- 
vide flood insurance coverage to property owners in flood- 
prone areas. The act extended the term "flood" to include 
inundation from mudslides caused by accumulation of water on 
or under the ground. The Flood Disaster Protection Act of 
1973 (42 U,S.C. 4002) further extended the term "flood" to 
include the collapse or subsidence of land along the shore 
of a lake or other body of water as a result of erosion or 
undermining caused by waves or currents of water exceeding 
anticipated cyclical levels. 

The Secretary delegated the program's administration 
to the Administrator, Fede,ral Insurance Administration 
(FIA) r a Department of Housing and Urban Development (HUD) 
component which also administers programs that provide crime 
insurance and reinsurance against abnormal loss resulting 
from riots and civil commotions. 

The National Flood Insurance Program is a subsidized 
Government-sponsored program designed to help owners of 
real or personal property, 
ministrator, 

in areas designated by the Ad- 
FIA, as eligible for flood insurance, to 

purchase such insurance. Premium rates are established 
on an actuarial basis and, insofar as practicable, at a 
level sufficient to cover the estimated full cost of the 
insurance and to help the accumulation of reserves to pay 
anticipated losses. 
insurance, 

To encourage the purchase of flood 
the Administrator has established lower than 

full-cost rates --chargeable rates. The difference between 
the chargeable rates charged by the insurer and the full- 
cost actuarial rates provides the basis for subsidy by the 



Federal Government. The subsidy in the form of a quarterly 
premium equalization payment to the insurer is made after 
flood losses covered by chargeable rate policies are paid. 

The Secretary entered into an agreement with the 
National Flood Insurers Association (NFIA) to provide in- 
surance coverage on a limited risk-sharing basis. (See 
ch. 3.) The agreement describes NFIA as a voluntary, non- 
profit, unincorporated association. At June 30, 1974, NFIA 
consisted of 120 private insurers. 

The 1968 act authorized the Secretary to borrow up to 
$250 million from the U.S. Treasury on interest-bearing notes 
or other obligations to establish a National Flood Insurance 
Fund. The Flood Disaster Protection Act of 1973 increased 
the borrowing authority of the Secretary to $500 million 
without the President's approval and up to $1 billion with 
the President's approval. The Secretary is directed by the 
1973 act to report to the House Committee on Banking and 
Currency (now the House Committee on Banking, Currency, and 
Housing) and to the Senate Committee on Banking, Housing and 
Urban Affairs at any time a request is made for the Presi- 
dent's approval for increased borrowing capacity. 

Credits to the fund, in addition to borrowings from the 
Treasury, consist of (1) reinsurance premiums, (2) advances 
from appropriations to maintain the fund in an operative 
condition adequate to meet its liabilities, (3) interest 
earned on investments of the fund, (4) NFIA transfers of the 
amount by which its operating balance for any accounting 
period exceeds 5 percent of the policyholder premiums (to be 
held by the Administrator, FIA, for payment of losses, operat- 
ing costs, and operating allowances NFIA may sustain in the 
future), and (5) any other receipts accruing from the insur- 
ance operations. 

The fund is available for (1) premium equalization 
payments to insurers (based on the difference between the 
actuarially determined, full-cost premium rates and the 
chargeable premium rates established by the FIA Administra- 
tor to encourage the purchase of flood insurance), (2) pay- 
ment of claims of insurers who purchased FIA reinsurance 
coverage to cover excess flood insurance losses, (3) financ- 
ing of the flood insurance program, in whole or in part, if 
joint Government-industry operation becomes unfeasible, (4) 
repayment to the Treasury of borrowed amounts and interest, 
(5) payment of such administrative expenses as the Secretary 
may deem necessary to carry out the flood insurance program, 
and (6) payment of incurred losses, operating costs, and 



operating allowances to NFIA (not exceeding the balance of 
funds previously paid to the Administrator to be held for 
this purpose). 

The 1968 act authorized the appropriation of funds for 
administrative expenses necessary to carry out the National 
Flood Insurance Program, -including costs incurred in studies 
and investigations to establish premium rates, and for those 
expenses necessary to determine the areas eligible for flood 
insurance. 

The Flood Disaster Protection Act of 1973 requires that, 
not later than 6 months after its enactment on June 30, 1974, 
the Secretary (1) identify and publish information on all 
known flood plain areas, including U.S. coastal areas which 
have special flood hazards, and (2) notify each known flood- 
prone community not already participating in the National 
Flood Insurance Program of its tentative identification as a 
community containing one or more areas having special flood 
hazards. The FIA flood insurance records show that the 
Secretary complied with the requirements. 

As information becomes available to the Secretary that 
causes him to determine that flood hazards exist in communi- 
ties not tentatively identified previously, he must notify 
such communities of their tentative identification, 

After a community is notified that it has been tenta- 
tively identified as being flood prone, it is required to 
(1) promptly apply for participation in the National Flood 
Insurance Program or (2) satisfy the Secretary within 6 months 
that it is not seriously flood prone or that the flood haz- 
ard that existed has been corrected. 

Lists of communities tentatively identified as being 
special flood hazard areas are regularly published in the 
Federal Register under title 24, Code of Federal Regulations, 
part 1915.3 in advance of the effective date of formal 
identification. 

The Secretary may grant a public hearing to any com- 
munity for which conflicting data exists about the nature 
and extent of a flood hazard. 
not to hold a hearing, 

If the Secretary decides 
the community shall be given an 

opportunity to submit written and documentary evidence. The 
Secretary’s decision about the existence or extent of a 
flood hazard area is final, 
evidence in the record, 

if supported by substantial 
considered as a whole. 
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Accoraing to the Flood Disaster Protection Act of 1973, 
identified flood-prone communities which do not qualify for 
the National Flood Insurance Program within 1 year after 
notification by the Secretary or by July 1, 1975, whichever 
is later, will be ineligible for financial assistance under 
all Federal programs for acquisition or construction pur- 
poses. The act directs Federal instrumentalities respon- 
sible for supervising lending institutions to prohibit such 
institutions, on and after July 1, 1975, from making, in- 
creasing, extending, or renewing any loan secured by im- 
proved real estate or a mobile home in areas the Secretary 
identified as having special flood hazards, unless the 
community is participating in the flood insurance program. 

An FIA official said that as of July 15, 1975, 15,289 
flood-prone communities had been identified by the Secretary 
as having areas of special flood hazard, and 10,272 communi- 
ties had been approved as being eligible for flood insurance 
as a result of the community enactment of local flood plain 
management regulations. 

The Flood Disaster Protection Act of 1973 extended to 
December 31, 1975, the expiration date of the emergency 
flood insurance program established by previous legislation. 
Under the emergency flood insurance program, the Secretary 
was authorized to provide flood insurance coverage at the 
Government-subsidized chargeable rate witnout first deter- 
mining actuarial .premium rates for individual areas. 

NFIA began to sell regular program flood insurance 
on June 25, 1969, after the Secretary had designated the 
tirst two communities eligible for flood insurance coverage. 
At June 30, 1974, 4,090 communities were eligible for flood 
insurance coverage, 536 under the regular program and 3,554 
under the emergency program. During fiscal year 1974 the 
eligibility of two communities was suspended because of 
their failure to comply with the established criteria for 
land use and control measures, and the eligibility of one 
community was reinstated. As of June 30, 1974, 50 eligible 
communities were in suspension. 

The Flood Disaster Protection Act of 1973 eliminated 
the ceiling established by previous legislation and did not 
set a new ceiling on the amount of insurance that could be 
in force at any given time. In addition, June 30, 1977, 
was established as the expiration date of the National 
Flood Insurance Program. 
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At June 30, 1974, about $8.5 billion of flood insurance 
was in force--$3.8 billion under the emergency program and 
$4.7 billion under the regular program. At June 30, 1973, 
about $4.6 billion of flood insurance was in force--$2.5 bil- 
lion under the emergency program and $2.1 billion under the 
regular program. 

The premium equalization costs, which form the basis 
for the premium equalization payments by FIA to NFIA, 
amounted to $42.3 million in fiscal year 1974, compared with 
$25.4 in fiscal year 1973, an increase of $16.9 million. As 
a consequence, premium equalization payments to NFIA by FIA 
for its share of paid insurance claims and related operating 
costs increased by $14.8 million to $37.3 million in fiscal 
year 1974 from $22-5 million in the preceding fiscal year. 
The increase of $14.8 million together with the increase of 
$2.4 million interest expense offset by a $1.3 million in- 
crease in reinsurance premiums resulted in an overall loss 
of $37.1 million in fiscal year 1974--a loss increase of 
$15.9 million over the preceding fiscal year's loss. 



CHAPTER 2 

DESCRIPTION OF INSURANCE COVERAGE - 

GENERAL INFORMATION 

The owner of real or personal property insured under 
the National Flood Insurance Program is indemnified for loss 
of, or damage to, his property resulting from naturally 
caused general floods or mudslides and for damage from se- 
lected sources other than naturai causes, such as dam break- 
age o However, the insurance does not cover loss from water 
or mudslide damage resulting from causes on an owner’s prop- 
erty or from conditions within his control. 

Flood insurance policies are written for l-year terms 
under both the regular and the emergency programs. When the 
FIA Administrator designates an area as eligible for flood 
insurance, NFIA designates an office of a member company as 
the servicing office for the eligible area. NFIA pays serv- 
icing offices on a sliding scale based on volume handled. In 
turn, FIA reimbursed NFIA at a rate of $10 a policy before 
August 31 F 1973; thereafter the rate was reduced to $8.75. 

Before July 10, 1972, NFIA paid the agent securing the 
business a commission of 15 percent of the annual premium. 
Effective July 10, 1972, to stimulate the sale of flood in- 
surance, the commission arrangement was revised to provide 
payment of $10, or 15 percent of the annual premium, which- 
ever is greater, for each policy written to the agent se- 
curing the business. 

An insurance policy is effective as of the date of an 
application, if the application is submitted within 30 days 
after an area has been designated as eligible for insurance. 
A policy written after the 30-day period becomes effective 
15 days after submission of the application, The full an- 
nual premium is payable at the time the application is made. 
The policy is renewable on the anniversary date on payment 
of the annual premium. Premium refunds upon cancellation of 
coverage are permitted if the insured terminates his owner- 
ship interest in the covered property at the described pol- 
icy location or if mortgage lenders, because of technical 
defects in the FIA rate map, unnecessarily required home- 
owners to purchase flood insurance. A clause included in 
each policy specifies a deductible of $200 for loss on a 
structure and $200 for loss on the contents of a structure, 
or 2 percent of the amount of each loss, whichever is greater. 

PREMIUMS 

The Administrator must establish actuarial rates for each 
community before it is eligible for flood insurance coverage 
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under the regular program. He is authorized to carry out 
studies and investigations to obtain the information necessary 
to estimate these rates. These rates are to be based on ac- 
cepted actuarial principles, taking into consideration the 
risk involved and including applicable operating costs and 
allowances and certain administrative expenses. 

The Administrator is also authorized to prescribe 
chargeable premium rates to make flood insurance available, 
when necessary, at reasonable rates so as to encourage the 
purchase of flood insurance. 

The Flood Disaster Protection Act of 1973 provides that 
flood insurance for structures built or substantially im- 
proved within identified special flood hazard areas after 
December 31, 1974 (or the effective date of the initial rate 
map published for the area by the Secretary, whichever is 
later), will be subject to actuarial rather than the charge- 
able premium rates. The actuarial rates can be prohibitively 
expensive unless the buildings are properly elevated or flood 
proofed to lessen flood damage. 

During fiscal year 1974 the chargeable premium rates es- 
tablished by the Administrator for structural coverage ranged 
from $0.25 to $0.35 per $100 of insurance coverage for resi- 
dential structures and from $0.40 to $0.60 per $100 of insur- 
ance coverage for nonresidential structures. The chargeable 
premium rates for coverage of contents of residential struc- 
tures ranged from $0.35 to $0.45 per $100 of insurance cover- 
age; the rate was $0.75 per $100 of insurance coverage for 
contents of nonresidential structures. 

REGULAR PROGRAM 

At June 30, 1974, insurance coverage under the regular 
program was available for all structuresI including build- 
ings that were (1) used for residential, businessp agricul- 
tural, or religious purposes, (2) occupied by private non- 
profit organizations, and (3) owned by State or local govern- 
ments. Coverage was also available for the contents of these 
buildings. 

Before January 1974 the limits on insurance coverage 
available were $35,000 for single-family residential struc- 
tures, $60,000 for all other structures, $10,000 for the con- 
tents of each unit used for residential purposes,, and $10,000 
contents coverage for each occupant of nonresidential struc- 
tures. 

In January 1974, as a result of changes made by the Flood 
Disaster Protection Act of 1973, the limits on available 
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insurance coverage were raised. Except in Alaska, Hawaii, the 
Virgin Islands, and Guam, the limits for coverage were raised 
to $70,000 for single-family residential structures and 
$200,000 for all other structures. Insurance coverage for 
the contents of each residential unit was increased to 
$20,000 and to $200,000 for contents coverage for each occu- 
pant of nonresidential structures. 

For Alaska, Hawaii, the Virgin Islands, and Guam, the 
limits of insurance coverage were established as $100,000 for 
single-family residential structures, an aggregate $300,000 
for residential structures containing more than one dwelling 
unit, and an aggregate $200,000 for churches and other prop- 
erties. Insurance coverage on contents was established as 
$20,000 for each residential or dwelling unit and $200,000 
for churches and for each unit in other properties. 

The annual premium charge for structures which were in- 
sured under the regular program and which existed before an 
area became eligible for insurance is the lower of the actu- 
arial or the chargeable rate for the first half of the avail- 
able insurance coverage plus the actuarial rate for the re- 
maining half. The actuarial rate is charged for all coverage 
on structures constructed in a community after the Secretary 
has published the flood insurance rate map. 

Under the regular program, 190,842 policies, with cover- 
age amounting to about $4.7 billion, were in force at June 30, 
1974. 

EMERGENCY PROGRAM 

At June 30, 1974, insurance coverage under the emergency 
program was available for all properties, including buildings 
(1) used for residential, business, agricultural, or reli- 
gious purposes, 
tions, 

(2) occupied by private nonprofit organiza- 
and (3) owned by State or local governments. Coverage 

was also available for the contents of these buildings. 

Before January 1974 the limits on insurance coverage 
available for the foregoing structures were half of the cov- 
erage available under the regular program, or $17,500 for 
single-family residential structures, $30,000 for all other 
structures, and $5,000 for the contents of each residential 
unit and $5,000 coverage for contents for each occupant of 
nonresidential structures. 

In January 1974, as a result of changes made by the 
Flood Disaster Protection Act of 1973, the limits of avail- 
able insurance coverage were raised. Except for Alaska, 
Hawaii, the Virgin Islands, and Guam, coverage available 
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is half the amount available under the regular program, or 
$35,000 for single-family residential structures, $100,000 
for all other structures, $10,000 for the contents of each 
residential unit, and $100,000 coverage for contents for each 

' occupant of nonresidential structures. 

For Alaska, Hawaii, the Virgin Islands, and Guam, the 
limits of insurance coverage are $50,000 for single-family 
residential structures, an aggregate $150,000 for residen- 
tial structures containing more than one dwelling unit, and 
$100,000 for each church and other individual properties. 
Insurance coverage on contents is $10,000 for each residen- 
tial or dwelling unit and $100,000 for churches and for each 
unit in other properties. 

All premiums under the emergency program are at the 
chargeable premium rates, and 194,636, policies with coverage 
totaling about $3.8 billion, were in force at June 30, 1974. 



CHAPTER 3 ---- 

AGREEMENT WITH NATIONAL FLOOD INSURERS ASSOCIATION --Ix_ ---- 

The 1968 act authorized the Secretary to encourage and 
assist insurance companies to join together in a pool to (1) 
provide flood insurance coverage, (2) participate financially 
in'underwriting the risks assumed, and (3) adjust and pay 
claims for flood losses. Pursuant to this authorization, the 
Secretary entered into an agreement with NFIA in which NFIA 
is described as a voluntary, nonprofit, unincorporated as- 
sociation of insurers. The agreement was effective for the 
accounting period June 6, 1969, through June 30, 1970, and is 
considered to be renewed annually unless modified or termi- 
nated. The agreement was renewed through June 30, 1975. The 
more important terms of the agreement follow. 

1. NFIA will exercise its best efforts to provide a 
continuous program of flood insurance, and changes 
in its membership shall not affect the continuity 
of the program. 1 

- 
2. Flood insurance in force at any one time shall not 

exceed $6 billion face amount, and NFIA shall pro- 
vide a minimum of $40 million in risk capital sub- 
scribed to by its member companies at inception of 
the first accounting period. (Effective Decem- 
ber 31, 1973, the Flood Disaster Protection Act of 
1973 eliminated the $6 billion ceiling on insurance 
coverage, gave the Secretary unlimited flood insur- 
ance contract authority, and established June 30, 
1977, as the expiration date of the National Flood 
Insurance Program.) 

3. NFIA shall arrange for the issuance of policies as 
well as for investigation, adjustment, and settle- 
ment of all claims presented under the policies. 

4. WFIA, so as not to sustain flood insurance losses 
in excess of the amount assumed by the insurance 
pool, shall purchase excess loss reinsurance cover- 
age from the National Flood Insurance Program. 
Premium payments shall be made quarterly at a pro- 
visional rate of 6 percent of the policyholders' 
premiums applicable to the quarter. The total 
premiums paid at the provisional rate shall be 
adjusted at the conclusion of the accounting period 
to an annual premium based on mutually agreed-upon 
rates for insurance in force in inland and coastal 
areas. Claims for excess loss reinsurance coverage 

10 



shall be paid by the National Flood Insurance 
Program when the total of incurred losses and 
operating costs for any accounting period after 
deducting premium equalization payments exceeds 
125 percent of policyholder premiums. 

5. NFIA may retain as an operating allowance, for 
such uses as its constitution may permit, a part of 
operating profit earned in an accounting period in 
an amount not to exceed 5 percent of the policy- 
holders’ premiums applicable to the period. Opera- 
ting profit in excess of 5 percent of the policy- 
holders’ premiums shall be paid to the Administra- 
tor, to be held in the Treasury of the United 
States for the payment of future NFIA losses, 
operating costs, and operating allowances. Pending 
payment to the Administrator, the funds shall be 
invested in obligations of, or fully guaranteed 
by, the United States. Any such funds r,emaining 
at. the agreement’s termination shall be paid into 
the National Flood Insurance Fund, after the pay- 
ment of all obligations incurred for the most re- 
cent accounting period. 

6. If in any accounting period NFIA does not earn an 
amount equal to 5 percent of policyholders’ pre- 
miums applicable to that period, it is entitled 
to payment from the funds previously paid to the 
Administrator in an amount large enough to provide 
NFIA with an operating balance equal to 5 percent 
of policyholders’ premiums applicable to that 
period, provided that the payment does not exceed 
the balance of the fund then held by the Adminis- 
trator. 

7. The National Flood Insurance Program, using a 
formula set forth in the agreement to compute 
the amount, shall make periodic premium equali- 
zation payments to NFIA for the Government’s 
share of paid flood insurance claims and for 
equalization of operating costs. (The foregoing 
contract provision is based on a requirement in 
the National Flood Insurance Act of 1968. The 
Flood Disaster Protection Act of 1973 rescinded 
the requirement for a formula computation and 
left the establishment of methods for determining 
the amounts and periods of equalization payments 
to the Secretary. According to FIA, the method 
set forth in the contract will be followed until 
the Secretary established a new method.) 
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8. NFIA will enter into a contract with Bradford 
Computer & Systems, Inc., for NFIA's purchase of 
a system of computerized flood insurance policy 
writing, billing and processing, and other statis- 
tical and computer services. All computer programs, 
operating manuals, instructions, source documents, 
stored data, and information of any kind as well 
as documentation developed for or specifically re- 
lating to NFIA's information processing will be 
the property of NFIA and FIA. FIA may, at any 
time, by written order, require NFIA to effect a 
modification of, or to change, the system pro- 
cured under the NFIA-Bradford contract. In the 
event of noncompliance by NFIA, FIA shall have 
the right, within specified time frames, to 
directly require Bradford's adherence to FIA's 
changes. (NFIA entered into an agreement, ef- 
fective August 1974, with Bradford Computer b 
Systems, Inc., for the development and mainte- 
nance of a computerized management information 
system. The agreement is to remain in effect for 
a S-year term and on a year-to-year basis there- 
after, unless terminated.) 
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CHAPTER 4 

SCOPE OF EXAMINATION AND 

OPINION ON FINANCIAL STATEMENTS 

Our examination of FIA's financial statements pertaining 
to the National Flood Insurance Program for the fiscal year 
ended June 30, 1974, was made in accordance with generally 
accepted auditing standards and included such tests of the 
accounting records and such other auditing procedures as we 
considered necessary in the circumstances. . 

HUD's Office of Washington Operations and Special Proj- 
ects, Office of Inspector General, reviewed the National 
Flood Insurance Program to determine whether (1) the program 
was carried out in conformity with legislative requirements, 
(2) NFIA correctly reported statistical and financial data to 
HUD, and (3) NFIA adequately monitored the flood insurance op- 
erations and claim processing of participating companies. 
Because the examination by the Office of Washington Opera- 
tions and Special Projects did not include examination of 
balance sheet or income and expense accounts, we were unable 
to reduce our tests of the program's overall accounting rec- 
ords. 

The National Flood Insurance Program was made subject to 
audit by the General Accounting Office pursuant to the Na- 
tional Flood Insurance Act of 1968 which provides that the 
provisions of the Government Corporation Control Act apply 
to the program. The activities of the program are carried 
out by FIA and NFIA. NFIA engaged a firm of public account- 
ants to examine its financial statements. Our examination 
included observations and tests of the public accounting 
firm's work. 

FEDERAL INSURANCE ADMINISTRATION 

HUD prepared the financial statements, schedules 1 
through 3, and the notes to the combined comparative balance 
sheet of FIA pertaining to its participation in the National 
Flood Insurance Program. 

In our opinion the financial statements present fairly 
the financial position of the Federal Insurance Administra- 
tion at June 30, 1974 and 1973, and the results of its opera- 
tions and the source and application of its funds (changes 
in its financial position) for the fiscal year then ended, 
in conformity with principles and standards of accounting 
prescribed by the Comptroller General of the United States. 
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NATIONAL FLOOD INSURERS ASSOCIATION 

In our opinion NFIA's financial statements (apps. II 
through IV), subject to the final determination of the li- 
ability for Federal income taxes referred to in note 4, 
appendix V, present fairly the financial position of NFIA at 
June 30, 1974, and the results of its operations and changes 
in its financial position for the fiscal year then ended, in 
conformity with accounting practices prescribed or permitted 
for insurance companies by State or regulatory authorities 
applied on a consistent basis, except for the restatements, 
with which we concur, as described in notes 3 and 4, appen- 
dix V. 

In the financial statements for the fiscal year ended 
June 30, 1973, NFIA had provided $3,150,464 for Federal in- 
come taxes and interest thereon retroactive to its incep- 
tion. During fiscal year 1974 the NFIA Federal income tax 
return for the fiscal year ended June 30, 1972, was accepted 
by the Internal Revenue Service as filed. The Federal in- 
come tax return had been prepared on the basis adopted by 
NFIA--for all prior as well as succeeding years--that it had 
no Federal income tax liability because a portion of its net 
income was distributed to its members in the form of an op- 
erating allowance and the balance to HUD. 

Since the Internal Revenue Service has accepted the 
1972 Federal income tax return as filed, the income tax li- 
ability of $3,150,464, applicable to the period from incep- 
tion through June 30, 1973, has been eliminated from the 
prior year's financial statement presented in this report for 
comparative purposes, and the balance of the operating allow- 
ance due members, as well as the operating balances due HUD, 
both affected by the elimination of the Federal income tax 
liability, has been restated. (See notes 3 and 4, app. V.) 

. 
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DEPARTMENT OF ROUSING AND URBAN DEVELOPMENT 

FEDERAL INSURANCE ADMINISTRATION 

NATIONAL FLOOD INSURANCE PROGRAM 

COMBINED COMPARATIVE BALANCE SREETS 

June 30, 1974 and 1973 

ASSETS 

National Flood Insurance 
Fund 

1974 1973 
Appropriated Funds Total 

1914 1973 1974 19/3-- 

Cash and Fund Balances: 
On deposit with U.S. Treasury 

ACCOUnts Receivable: 
Reinsurance premiums from NFIA 
Trust deposit from NFIA (note 1) 

Total assets 

Accounts payable: 
Studies and surveys - Government 
Studies and surveys - other 
Equalization payments due NFIA (note 2) 

Accrued interest payable 
Trust and deposit liabilities 

Total liabilities 

Notes payable to the U.S. Treasury 
Congressional appropriations (net of amounts 

returned to the U.S. Treasury) 
Cumulative deficit (-) 

Investment of U.S. Government (impairment-) 

Total liabilities and investment 
of the U.S. Government 

$ 4,595,793 $ $ 15,652,061 

1,323,396 ' 680,362 
4,416,223 1.982.367 

$ 10.335.412 $ 2.66&,!29 $ 15.652,061 

LIABILITIES 

s - s - $ 5,175,925 
1,579,921 

7,989,926 17,075,‘092 
1,800,775 261,155 

11,918,718 2.469.647 

21,709.419. 19.806.694 6.755.846 

INVESTMENT OF TEE U.S. GOVERNMENT 

53,879,038 11,046,075 

43,921,133 
-65,253,045 -28,190,040 -35,024,918 

-11,374,007 -17,143,965 8,896,215 

$ 101335,412 $. 2,662.729 $ 15,652.061 

The notes on page 18 are an integral part of this statement. 

$ 8,973,180 S 20,247,054 

1,323,396 
4,416,223 

$ 8,973,180 $ 25,987,473 

S 2,257,511 S 
168,505 

1",;;;,;;1' 

7:989:926 
1,800,775 

11.918.718 

2.426.036 26.465.261 22.232.714 

53,879,038 11,046,075 

24,016,804 43,921,133 
-17,469,640 -100,277,963 

6,547,164 -2,477,792 

S 8,973,180 S 25.987.473 

s 8,973,180 

680,362 
. 1,982,367 

$ 11,635,909 

$ 2,257,511 
168.505 

17,075;092 
261,155 

2.469.641 

24,016,%04 
-45,659,680 

-10,596.801 co 

G 
$ 11,635,909 

?J 
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DEPARTMENT OF ROUSING AND URBAN DEVELOPI'IENT 

FEDERAL INSURANCE ADMINISTRATION 

NATIONAL FLOOD INSURANCE PROGRAM 

COMBINED COHPARATIVE STATEMENTS OF INCOUE AND EXPENSE AND CUMULATIVE 

DEFICIT FOR FISCAL YEARS ENDED JUNE 30, 1974 AND 1973 

Income : 
Reinsurance 

premiums 

Total 
income 

Expense: 
Interest 

expense 
Premium 

equaliza- 
tion ex- 
pense 

Administra- 
tive ex- 
pense 

Studies and 
survey ex- 
penses 

Total 
ex- 
pense 

Net loss for the 
fiscal year 

Prior fiscal 
years deficit 

Cumulative Def- 
icit at 
June 30, 1974 
and 1973 

National Flood InsuKanCe 
Fund 

1974 1973 

$ 2,998.607 

2,998,607 

2,790,365 392,605 2,790,365 392,605 

37,271,247 22,478,771 37,271,247 22,476,771 

40,061,612 

37,063,005 

28,190,040 

$ 1,660,690 8 - 8 - $ 2,998,607 $ 1,660,690 

1,660,690 2,998,607 1,660,690 

2,250,000 925,000 2,250,OOO 925,000 

15,305,278 5,093,592 15,305,278 5,093,592 

22,871,376 17.555.278 6,018,592 57,616,89O 28,889,968 

21,210,686 17,555,278 6,018,592 54,618,283 27,229,278 

6,979,354 17,469,640 11.451.048 45,659,680 18,430,402 

$28,190,040 $35,024,918 $17,469,640 $100,277r963 $45,659,680 

Appropriated Funds Total 
1914 1973. 1974 1973 

The notes on page 18 are an integral part of this statement. 



SCHEDULE 3 SCHEDULE 3 

DEPARTMENT OF 0OUSING AND'URSAR DEVELOPMENT 

FEDERAL INSURANCE ADMINISTRATION 

NATIONAL FLOOD INSURANCE PROGRAM 

COMSINED COMPARATIVE STATEMENTS OF SOURCB AND APPLICATION OF 

(COMBINED COHPARATIVE STATEMENTS OF CRARGES IN FINANCIAL WSI 

Source of Fund83 
Borrowing from 

U.S. Treasury 
Congressional 

appropriations 
Reinaurenca 

premiums 
Decrease in work- 

ing capital 

Total source 
of funds 

Application of Funds: 
Congressional 

appropriations 
returned to 
U.S. Treasury 

Interest expense 
Premium equali- 

zation pay- 
ments 

Administrative 
expense 

studies and sur- 
veys expenses 

Increase in work- 
ing capital 

Total appli- 
cation of 
funds 

FOR FISCAL YEARS ENDED JUNE 30, 1974 AND 1973 

National Flood Insurance 
Fund Appropriated Funds 

1974 1973 1974 1973 

$42.032‘963 

2,998,607 

$45.831.570 

s - 
2,790,365 

37,271.247 

5,769,958 

$45,831,570 

$ 8,213,959 $ - 

20,000,000 

1,660,690 

32.996.727 

$22871,376 $20,000,000 

S S 95,671 
392,605 - 

22‘478,771 

2,250,000 

15,305,278 

2r349.051 

S22,871,376 $20.000.000 

s - 

10,000,000 

$10,000,000 $65,831,570 

s - 

925,000 

5,093,592 

3,981,408 

S10.000.000 

FUNDS 

:TION) 

Total 
1974 1973 

$42.032.963 

20,000,000 

2,998,607 

S 95,671 
21790.365 

s - 
392,605 

37,271,247 22.478.771 

2,250,000 925,000 

15,305,278 5,093,592 

8.119.009 3.981& 

$65.831.570 $32.871.376 

s 6,213,959 

10,000,000 

1,660,690 

12,996.72'2 

s32ra71.376 

The notes on page 18 are an integral part of this statement. 
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NOTES TO COMBINED COMPARATIVE BALANCE SHEET --------- ------- 

June 30, 1974 .- 

1. Effective as of July 1, 1971, the agreement between the 
Secretary and NFIA was amended to provide for the payment to 
the Administrator of that portion of NFIA's operating balance 
which in any accounting period exceeds 5 percent of the policy- 
holder premiums. The agreement specifies that the amount paid 
is to be held in the Treasury of the United States for the pay- 
ment of future losses, operating costs, and operating allow- 
ances as allowed by the Administrator. The Administrator and 
NFIA agreed that computation of the amount due to or from NFIA 
would be on the basis of a policy participation year. On this 
basis insurance premiums are considered income in the year that 
the policies become effective and losses and expenses related 
to the policies are deducted from the income, regardless of the 
year incurred or paid. The balance of $4,416,223 shown in 
schedule 1 as an account receivable due from NFIA was computed 
on the basis of the following policy participation year data. 

Participation Participation 5 percent of Amount due 
year ending year operating policyholder FIA or (due 

June 30 balance or (lossj. --- premiums a/ NFIA) a/ 

1971 $ 4,221,147.48 $ 321,145.13 $ 3,900,002.35 
1972 3;961,365.38 
1973 4,417,048.64 
1974 2,125,798.41 
1975 ( 65,371.39) 

Total all years $14,659,988.52 

Less, Distribution of: 
Participation year 1971 oper- 

ating allowance to member 
companies and balance due 
to HUD in fiscal 1971 

Participation year 1972 oper- 
ating allowance to member 
companies and balance due 
to HUD in fiscal 1972 

355,622.85 3;605,742.53 
757,068.90 3,659,979.74 

1,297,440.50 828,357.91 
9,993.10 ( 75,364.49) -- 

2,741,270.48 11,918,718.04 

321,145.10 3,900,002.38 

355,623.OO 3,602,492.35 

$2,064,502.38 $-4,416,223.31 

a/The contract provides that if in any accounting period NFIA 
- incurs an operating loss or does not earn a profit equal to 

5 percent of policyholder premiums, it is entitled to payment 
from the funds previously paid to the Administrator, FIA, in 
an amount (not to exceed the balance of such funds) sufficient 
to provide NFIA with an operating balance equal to 5 percent 
of policyholder premiums. 
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Secause losses and expenses are not all incurred or paid 
by the end of a participation year, the operating balance for 
the participation year cannot be determined for at least 1 
year thereafter. As a result, the figures shown in the fore- 
going table are preliminary amounts subject to adjustment by 
the results of activities occurring after June 30, 1974. 

2. The agreement between the NFIA and the Secretary of HUD 
as it pertains to equalization operating costs states that 
periodic payment shall be made to NFIA for the Government's 
share of paid flood insurance claims and for equalization of 
operating costs. Payments were made on this basis through 
fiscal year ended June 30, 1972. In fiscal year 1973, NFIA 
witn the acquiescence of FIA, redefined incurred losses to 
include "Incurred But Not Reported Losses" (IBNR) and re- 
lated loss adjustment expenses. However, FIA stipulated 
that reimbursement would not be made until actual incurred 
amounts of losses are determined and paid, or are in the 
process of being paid. 

The equalization payments due NFIA shown in schedule 1 
in the amount of $7,989,926 give effect to the FIA stipula- 
tion. The foregoing amount is $5,808,074 less than the 
operating costs receivable of $13,798,000 shown in the NFIA 
Balance Sheets (app. II). The difference of $5,808,074 is 
the amount of IBNR and related loss adjustment expenses at 
June 30, 1974, allocated to FIA. 

3. As of June 30, 1974, the National Flood Insurance 
Program was contingently liable for (1) its share of flood 
insurance losses (equalization losses) that the NFIA may 
pay on the insurance in force at June 30, 1974, in the 
event of a flood and (2) its share of the costs that may 
be incurred by the NFIA to settle the flood insurance loss 
claims in connection with the insurance in force at June 30, 
1974. The amount of the contingent liability is not readily 
ascertainable since flood losses, if any, will be contingent 
upon the occurrence, extent, and severity of floods in the 
areas covered by flood insurance. 

4. NFIA purchased excess loss reinsurance from the National 
Flood Insurance Program. As of June 30, 1974, the National 
Flood Insurance Program is contingently liable for excess 
losses that the NFIA may incur for the insurance in force at 
June 30, 1974. The amount of the contingent liability is 
not readily ascertainable since it is contingent upon the 
occurrence, extent, and severity of floods in the areas 
covered by flood insurance. The method for computing the 
amount of excess loss is provided in the agreement between 
NFIA and the Secretary of HUD. 
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5. The united States of America, the Secretary of Housing 
and Urban Development, and the National Flood Insurers 
Association were defendants in a civil action instituted by 
the Commonwealth of Pennsylvania, et al. The action alleged 
that the defendants negligently failed to make known the 
availability of flood insurance to citizens of the Common- 
wealth of Pennsylvania, who as a result suffered uninsured 
losses as a consequence of the June 1972 and 1973 floods 
in Pennsylvania. It was alleged that the aggregate damages 
suffered by the plaintiffs was $1 billion. 

On July 1, 1974, in the U.S. District Court for the 
Middle District of Pennsylvania, the action instituted by 
the Commonwealth of Pennsylvania, et al., was dismissed. The 
Commonwealth of Pennsylvania, et al., appealed the decision 
to the U.S. Court of Appeals, The reply brief for the 
Government to the U.S. Court of Appeals was filed on Jan- 
uary 3r 1975, requesting the decision of the U.S. District 
Court for the Middle District of Pennsylvania be affirmed. 

On June 13, 1975, the U.S. Court of Appeals affirmed 
the decision of the U.S. District Court for the Middle 
District of Pennsylvania on all counts in the complaint of 
the Commonwealth of Pennsylvania, et al., against the National 
Flood Insurers Association, and all counts against the United 
States of America and the Secretary of Housing and Urban 
Development except the one complaint that alleges that the 
Secretary failed to publicize the availability of flood in- 
surance. The complaint does not involve a claim for money 
damages. Instead, the Commonwealth of Pennsylvania, et al., 
seeks to have the U.S. District Court mandate the Secre- 
tary to publicize the availability of flood insurance and 
is based upon a provision in the National Flood Insurance 
Act of 1968 which states in pertinent part "The Secretary 
shall from time to time take such action as may be neces- 
sary in order to make information and data available to 
the public. * * *.'I 

The U.S. Court of Apeals in remanding the one complaint 
to the U.S. District Court for decision stated, "It is suf- 
ficient if the Secretary, having considered whether action 
should be taken, then determine that no action is necessary. 
But the Secretary cannot avoid taking the first step of 
evaluating the necessity of disseminating information." 

The Department of Justice which is representing the 
United States of America and the Secretary, has been fur- 
nished witn information concerning HUD's publicity efforts 
and expects that the remaining count will be dismissed. 
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APPENDIX I APPENDIX I 

ARTHURANDERSEN~CCO. 

NEWARK,NEW'JERSEY 

To the Executive Committee of 

National Flood Insurers Association: 

We have examined the balance sheet of National Flood 
Insurers Association (an unincorporated association) as of 
June 30, 1974 and the related statements of income and changes 
in financial position for the year then ended. Our examination . 
was made in accordance with generally accepted auditing 
standards, and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered 
necessary in the circumstances. 

The Association presents its financial statements in 
conformity with statutory accounting practices. The effect 
on the Association's financial statements of the differences 
between such practices and generally accepted accounting 
principles have not been determined. Therefore, we do not 
express any opinion on the accompanying financial statements 
with respect to fair presentation of financial position or 
results of operations or changes in financial position in 
conformity with generally accepted accounting principles. 

It is our opinion, however, that, subject to the effect 
of the final determination of the Association's Federal tax Status 
as referred to in Note 4 and subject to'the outcome of the pending 
litigation referred to in Note 6, the Association's financial 
statements present fairly the financial position of National 
Flood Insurers Association at June 30, 1974, and the results of 
its operations and the changes in its financial position for the 
year then ended, in conformity with statutory accounting 
practices applied on a basis consistent with that of the 
preceding year after giving retroactive effect to the elimination, 
with which we concur, of the liability for Federal income taxes, 
as explained in Notes 3 and 4 to the financial statements. 

Newark, New Jersey 
November 20, 1974 
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APPENDIX II APPENDIX II ' 

NATIONAL FLOOD INSURERS ASSOCIATION 

BALANCE SHEETS -- mad 30, 1974 AND 1973 (NOTE 2) 

ASSETS 

Cash 
Certificate8 of deposit 
U. S. Govefnment obligations 
Premium balapces receivable 
Equalization opera.ting coat8 receivable -- 

due from Department of Housing and Urban 
Development (Note 5) 

Accrued interest receivable 

LIABILITIES AND MEMBER COMPANY BALANCES 

Liabilitiea: 
Unpaid 1088e8 
Unpaid lose adjustment expenses 
Unearned premium8 
Accrued expensea- 

Reinsurance premium8 
Amount8 due service companies 
State premium taxee and board fee8 
Lo88 draft8 payable 
Other 

Operating balance or operating allowance 
due (Note 5)- 

Department of HOU8iIag and 
Urban Dbvelopment 

Member8 

Total liabilitie8 

Commitment and contingencies 
(Note8 4, 6 and 7) a 

Member Company balance8 (Note 4) 

1973 
1974 (Note 3) 

4 880,000 $ 1,120,OOO 
4,000,000 1,700,000 

15,956,OOO 8,681,OOO 
2,109,OOO 564,000 

13,798,OOO 
29,000 

32,8;iJ);; 
, --------m-w s--s--ms-em 

$36,772,000 $44,941,000 ---------em _--____--_- --------we- ---_-__--__ 

$';,;;;f; '$24,540,000 

13:460: 000 
2,467,OOO 
7,605,OOO 

1,323,OOO 680,000 
1,229,OOO 1,623,OOO 

487,000 294,000 
342,000 1,872,OOO 
532,000 218,000 

4,416,OOO 4,427,OOO 
2,065,OOO 1,131,000 

..---m------ ----m----o- 
$36,686,000 $44,857,000 

86,000 84,000 
--------m-s ----m----w- 
$36,772,000 $44,941,000 
=IP=='=='== --_--_-_-_- ----------- 

The accompanying note8 to financial statements are an 
integral part Of these balance sheets. 
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NATIONAL FLOOD INSURERS ASSOCIATION 

REVENUES: 
Gross premiums written 

Lese- Reineurance premiums 

Net premiums written 

Increase in unearned premiums 

Net premiums earned 

Interest income 

STATEMENTS OF IN- 

FOR THE YEARS ENDED JUNE 30. 1974 AND 1973 (NOTE 2) 

1974 

$25,777,000 
2,999,OOo 

----------- 
$22,778,000 

$‘y;;,;;; 
, t ----------- 

$13,669,000 

51855,000 4.769.000 

$16,923,000 

1,185,OOO 
----------- 
$18,108,000 
----------- 

EXPENSES: 
Equalization operating coste- 

Loeeee incurred 
Lose adjustment expeneee incurred 
Servioe f 888 
General expense.9 

$“p~P~ 

3:673;000 
926,000 

----------- 

Lees- Equalieation operating coet recovery from 
Department of Housing and Urban Development 

Commissions 
State premium taxes and board fees 

Net income (Notes 4 and 5) 

$30,935,000 

27.301.000 8 3,634,ooo 
5,150,000 
1,031,000 

------.----- 
$ 9,815,OOO 
--e-s--..--- 
$ 8,293,OOO 
=========== 

1973 
(Note 3) 

$8,900,000 

550,000 
-----mm--- 
$9,450,000 
-----m---e 

664,000 
----------- 
$39,446,000 

34.815.000 $4,631,000 
3,127,OOo 

613,000 
---------- 
$8,371,000 g 
---------- 
$1,079,000 g 
=====I==== 

g 
z 

The accompanying notes to financial statements are an integral part of theee atatemente. H 
H 
H 



APPENDIX IV APPENDIX IV ' 

NATIONAL FLOOD INSURERS ASSOCIATION 

STATEMENTS OF CHANGES IN FINANCIAL POSITION 

FOR THE YEARS ENDED TUNE 30, 1974 AND 1973 (NOTE 2) 

CASH PROVIDED (APPLIED): 
Net income $ 8,293,OOO $ 1,079,000 
Equalization operating costs due from 

the Department of Housing and Urban 
Development 

Unearned premiums 
Unpaid loss,and loss adjustment 

expenses 

19,056,000 
5,855,OOO 

( 25,370,OOO) 
4,769,000 

( 14,175,ooo) 
Distribution of operating balance to 

the Department of Housing.and Urban 
Development 

19,264,OOO 

Distribution of operating allowance to 
members 

Certificates of deposit and U. S. 
Government obligations 

Accrued expenses 
Premium balances receivable 

( 279,000) 

( 2,301,OOO) 
3,510,000 

( 274,000) 
Accrued interest receivable t . 7,000) 8,000 
Member company membership fees received 2,000 1,000 

--..-------- -------m--m 
INCREASE (DECREASE) IN CASH ($ 240,000) $ 407,000 

=========== JE==l====p= 

1974 
1973 

(Note 3) 

The accompanying notes to financial statements are an 
integral part of these statements. 
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APPENDIX V APPENDIX V 

NATIONAL FLOOD INSURERS ASSOCIATION 

NOTES TO FINANCIAL STATEMENTS 

(1) Organization: 

National Flood Insurers Association (Association) is a voluntary, 
unincorporated association of independent insurance companies 
which began operations on June 5, 1969. The Association was 
formed to establish and administer a nationwide program of 
flood insuranoe’pursuant to the National Flood Insurance Act 
of 1968. 

Membership is open to all insurance companies having total assets 
of at least $l,OOO,OOO and qualified to engage in the business 
of flood insurance in any jurisdiction of the United States. 
Distribution of profits and losses is made in proportion to a 
member company’s share of the total member balance for any 
one participation year. 

The Association operates through 29 servicing carriers across 
the United States. It :s the responsibility of the servicing 
carriers to promote the flood insurance program, accept 
business, handle all claims, and submit reports to the 
Association. For these activities the servicing carriers are 
paid a service fee averaging $10 per policy. In addition, 
servicing carriers are paid allowances to cover unallocated 
loss adjustment expenses and state premium taxes and board 
fees. Commissions paid to agents are absorbed by the 

. Association. 

The Association is a party to an agreement with the Secretary 
of Housing and Urban Development (H.U.D.). The agreement pro- 
vides, among other matters, for reinsurance on an excess of 
loss basis for business underwritten by the Association and 
places certain restrictions on the profits which inure to the 
benefit of the Association’s member companies (see Note 5). 
This agreement may be terminated by either party upon written 
notice to the other on or before January 31 of any year, and 
termination, should it eventuate, becomes effective at the end 
of the Association’s accounting period (June 30). 

The Association has also entered into a service agreement with 
Insurance Services Office (ISO) whereby the latter performs 
the necessary administrative functions for the former, subject 
to the overall direction of the Association’s Executive 
Committee. The services under this agreement are billed to the 
Association at ISO’s cost. The agreement may be canceled by 
either party on sixty days’ written notice, or at any time by 
mutual consent. 
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APPENDIX V APPENDIX‘ V 

(2) Accounting policies: 

The Association maintains its accounts and prepares its financial 
statements, except as to form, in conformity with statutory 
accounting practices, Such practices, to the extent that they 
apply to the Association's financial statements, conform with 
generally accepted accounting principles, except for the treat- 
ment afforded to acquisition costs as indicated below. The 
effect of this variance on the accompanying financial statements 
has not been determined. 

The following is a summary of the significant accounting policies 
and practices employed by the Association- 

Investments- 

U. S. Government obligations are stated at amortized cost 
which approximates market. Realized gains or losses on 
sale or maturity of investments are determined on the 
basis of specific costs of investments and are credited 
or charged to income. Interest on investments -ia taken 
into income as it is earned. 

Premiums and acquisition costs- 

Premiums written are taken into income over the terms of 
the nolicies to which they relate. Accordingly, unearned 
premium reserves are established for the portion of 
premiums written which applies to the unexpired terms of 
policies in force. Such reserves are calculated by the 
application of monthly pro rata factors to premiums in 
force. 

Pursuant to statutory accounting practices, however, 
acquisition costs such as commissions, service fees and 
state premium taxes and board fees, are charged.to 
operations when they are incurred. To conform with 
generally accepted accounting principles such costs would 
be deferred and amortized over the terms of the policies 
to which they relate. 

Losses and loss adjustment expenses- 

Losses incurred include provisions for reported losses and 
for incurred but not reported losses (IBNR). The IBNR 
provision is calculated on the basis of experience. Loss 
adjustment expenses are determined on the basis of the 
Association's member companiesq costs. 

(3) Prior year's financial statements: 

The financial statements as of June 30, 1973, and for the year 
then ended, have been restated for the matter discussed in 
Note 4. Those statements, before retroactive adjustments and 
certain reclassifications to conform to the presentation adopted 
in 1974, had been examined by other independent public account- 
ants. The opinion of such other accountants was also qualified 
with regard to the final determination of the Association's 
liability for Federal income taxes (see Note 4) and the outcome 
of the pending litigation (see Note 6). 
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APPENDIX V APPENDIX V 

(4) Federal income taxes: 

The Association has not recognized any liability for Federal 
income taxes because its net income will be distributed to 
its members in the form of operating allowances (see Note 5) 
or to H.U.D. The Association has applied for a tax exempt 
ruling at various dates since its inception; however, to date 
such applications have been denied or withdrawn. The Associ- 
ation has filed Federal income tax returns for all years 
through June 30, 1973 showing no taxable income and intends 
to file the 1974 return on the same basis. The return for the 
year ended June 30, 1972 has been examined by the Internal 
Revenue Service and has been accepted as filed. However, until 
an exemption has been obtained or the Federal income tax 
status otherwise resolved, no final determination of the 
Association's ultimate liability for Federal income taxes can 
be made. 

A provision for Federal income taxes and the related liability 
had been reported in the financial statements for all years, 
since inception. Since the Internal Revenue Service has 
accepted the 1972 return as filed, the liability of approxi- 
mately $3,151,000 applicable to the period from inception 
through June 30, 1973 has been reversed and the prior year's 
financial statements restated (see Note 3). There has been a 
corresponding increase in the operating allowance due members 
and operating balance due H.U.D. 

(5) Operating balance due to 
Department of Housing 
and Urban Development: 

Pursuant to the agreement between the Association and the 
Secretary of Housing and Urban Development, restrictions are 
applicable to the distribution of net income to H.U.D. and the 
members. Among others, such restrictions limit to 5% of each 
year's policyholders premiums the amount which may be allocated 
to the members in the form of an operating allowance. Amounts 
in excess of the aforementioned limitation are to be paid to 
H.U.D. and held in the Treasury of the United States for the 
payment of future equalization operating costs and operating 
allowances. If for any accounting period the Association's 
net income is not sufficient to cover an operating allowance 
(equal to 5% of policyholders' premiums) funds previously paid 
to or held in trust for H.U.D. shall be Available therefor. 

(6) Litigation: 

The Association and its member companies, the United States of 
America and the Secretary of Housing and Urban Development are 
defendants in a civil action. The action alleges that they 
negligently failed to make known the availability of flood 
insurance to citizens of the Commonwealth of Pennsylvania, who 
as a result suffered uninsured losses as a consequence of the 
June 1972 and 1973 floods in Pennsylvania. It is alleged that 
the aggregate damages suffered is $1 billion. 
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APPENDIX V APPENDI.X V 

The Distriot Court granted a motion to dismiss the complaint on 
July 1, 1974. Pennsylvania has appealed the District Court's 
decision to the U. S. Court of Appeals. In the opinion of 
management and legal counsel, the Association should not be 
subjeat to any material liability in connection therewith. 

(7) Commitment: 

! 
The Association has entered into an agreement for the develop- 

ment of a computerized management information system and for 
the maintenance thereof. This agreement became effective in 
August 1974, for a term of five years and on a year to year 
basis thereafter, Management estimates that this system will 
cost approximately !$16,000,000 over the initial five year 
term of the agreement. 
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APPENDIX VI APPENDIX VI 

PRINCIPAL OFFICIALS e---.-L 

OF THE DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT --- .- -- -- 

AND THE FEDERAL INSURANCE ADMINISTRATION I-- -- 

RESPONSIBLE FOR ADMINISTERING ACTIVITIES 

DISCUSSED TN THIS REPORT - 

Tenure of office -- ----- 
From To - 

SECRETARY OF HOUSING AND URBAN 
DEVELOPMENT: 

Carla A. Hills 
James T. Lynn 

Mar. 1975 Presenf. 
Feb. 1973 Feb. 1975 

ADMINISTRATOR, FEDERAL INSURANCE 
ADNINISTRATION: 

J. Robert Hunter (acting) Dec. 1974 Present 
George K. Bernstein May 1969 Nov. 1974 
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